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Want to keep growing profitably?
Consider managing your prices

strategically

The past few years have been exceptionally good for chemical company
earnings. High capacity utilization, combined with rising feedstock prices,
created an environment more conducive to price increases than we've seen
since 1974.

In fact, according to industry news sources, the top 23 companies enjoyed
double-digit growth in earnings for the first three quarters of 2005,

until Gulf Coast hurricanes disrupted production. The cumulative results
through September 2005 showed earnings up 48.0% and sales up 12.5%.
For the full year, earnings increased 28.6% from 2004 to $11.9 billion,
while sales rose 10.5% to $153.6 billion.

With those kinds of numbers, should chemical companies be timid in
raising prices? We don't think so. Should they be subtle and careful
about where, how and how much they raise prices? Absolutely, for the
simple reason that, over time, across-the-board price increases can result
in lower sales volume and loss of market share. Some of the time, those
changes become permanent as customers learn to use (and sometimes
prefer) alternative materials. Also, since early 2004, the chemical industry
has largely been a seller's market; when supply is tight, pricing power
belongs to the producer. But today’s customers tend to remember when
buyers were calling the shots.

Some chemical companies are starting to ask, “When the market turns
—next year or the year after — are we exposed? Are we at risk of losing
customers?” In a buyer’s market, unilateral pricing can lead to price
competition, a powerful threat in an industry whose products tend toward
the “commodity” end of the curve. Others have already found that some
of their pricing actions have prompted share shifts to competitors or to
other not-in-kind products or functional equivalents.

Pricing must be a dynamic and
multi-dimensional process.

Of course, above and beyond market-driven pressures are purely
commercial reasons for taking a more strategic look at pricing. Even
profitable companies have unprofitable customers. Or some charge
less-than-optimal prices for products whose value varies with demand,
customer perceptions, and product use. Others may charge more-than-

optimal prices and lose revenue and share as a result. Simply put, not all
customers are the same; they differ in what they want, when they want
it, why they want it, and how they want it. And they differ in how they
assess the value of products and services.

Why aren’t these distinctions acknowledged more often in
pricing?

First, there’s the pressure to show short-term, top-line growth — pressure
from analysts, shareholders, vendors, employees, and even the community
at large. The “quick fix" is the across-the-board price increase. But
consider this plausible scenario:

Two customers pay the same price for the same product. Over the
course of a quarter, they buy the same amount. Customer A accepts
the product in a single delivery; customer B requires the chemical
company to hold the inventory and deliver the product in small
batches once a week, making it an unprofitable relationship for the
chemical company. The chemical company decides on a five percent
across-the-board price increase. Customer A — the profitable one —is
alienated and begins looking for an alternative supplier. Customer B is
fine with the increase, but remains unprofitable.

Second, especially for commodity chemical companies, there’s the
importance of production volume in realizing acceptable asset utilization.
But can a lower volume ever be the “right” answer? Yes, we think so,
because price optimization comes from balancing volume and price to
help achieve the highest sustainable profit. A lower volume — for some
products, with some customers — can sometimes be the most appropriate
for the business overall.

Specifically, for some products, demand is elastic, even within modest price
bands: the higher the price, the less will be purchased. For others, demand
is inelastic: a price increase will not significantly affect consumption and
will, in fact, generate more revenue for the chemical producer. Sometimes,
the issue isn't just overall consumption, but the potential for share shifts.
Customer A considers the value they receive from an offering to be equal
to the value they pay. Customer B, on the other hand, has different
expectations and judges possible suppliers differently; Customer B could
assign “more than equal” value to an offering relative to its price and,



importantly, relative to a competitor's offering. If prices are raised across
the board, Customer A might be charged too much relative to the value
they perceive (and be driven away) and Customer B might still be charged
too little. Consequently, volume and capacity utilization would suffer,
while revenue would still not be optimized.

Third, establishing effective pricing can be difficult — that is, achieving price
optimization can be difficult because it requires time, effort, and relatively
sophisticated analytics. It starts with a deep understanding of customer
values: “Who is buying? What are they buying and why? What are their
alternatives? How much are they paying? Why are they buying at that
price? How might share shift in my favor, or against us?”

The hard work in answering those questions might be the main reason
why fewer than three percent of companies do an effective job of
strategically setting prices and then in managing and enforcing them?,
even though more effective pricing improves return on sales an average
five percent or $1.5 billion of additional value over five years for an
average S&P 500 company?.

How far can you drive your prices?

Does a company exist that does not have competition? Is any product
beyond substitution? In the most extreme case, one can “just do without”;
so, limits to pricing will always be an issue. So, how might a chemical
company determine those limits?

At Deloitte Consulting LLP (Deloitte Consulting), we consider three
dimensions to define how far one can go with price increases before
inflicting damage to the business: 1) value in use, 2) competitive value
propositions and 3) material substitution opportunities.

For a Customer or Market Segment

¢ Value in use - Quantified total cost of
ownership, including acquisition cost
plus impact of product performance,
such as lower operating cost, extended
life, reduced service cost, etc.

Competitive value propositions -
The customers perception of the
relationship between the desired
product attributes, the competitive
choice set, and the price the customers
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Value in use: This is the maximum price that a user is willing to pay for
a product under any circumstance at a given point in time. Over time,
this maximum price can change for many reasons, including a shift in
the value of other customer inputs, costs, or downstream products. For
example, a processing aid that helps an extrusion line to run 15% faster
may have great value when demand is high and capacity short, but may
be worth significantly less to a buyer when it is sitting on excess capacity.
So even if your value delivery is judged to be better than the competition
at a similar price, if both of your prices are higher than this value, volume
consumption will likely suffer.

Competitive value propositions: Competing in value (actual or
perceived) begins with customer segmentation because that groups
customers who share similar characteristics or behaviors and are, therefore,
likely to respond similarly to a product offering, including price. How do
you segment customers?

First, define customers by need, behaviors and/or outcome. What is
important to these customers*? What are they willing to pay for? How do
they view one supplier’s strengths (or its product’s strengths) compared to
another's? How do they view your competition’s offerings? How do they
perceive the value you (and your competitors) provide versus the value
they perceive you extract from them? At the end of this step, it's possible
to draw a value perception map, as illustrated here.
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Three Keys to Effective Value Mapping

1. Understanding the benefit attributes that are most important to customers
(e.g., quality, order lead time, product line breadth, technical support.,
customer service)

2. Understanding customer segments and channels

3. Understanding customer perception of entire market — both company and
competitors on benefits and price

With a value map, a chemical company can see where it stands relative
to competitors in offering the right amount of value (or perceived value)
relative to the price customers are willing to pay.lf competitors are
offering more value at a lower price, a company will be at a competitive
disadvantage.

Then, create a tailored “value proposition” for each segment. When a
company is strong in the value it delivers (whether actual or perceived),

it can stand firm on pricing. When it's weak, the company must either
improve its value or be less aggressive in its pricing (assuming a buyer’s
market). In some cases, the most appropriate decision may be to not
serve certain segments or to serve them with only select products. The
value proposition (product + service + price) should fit the customer’s
requirements and assessment schema in a way that will be perceived to be
superior to competitor’s offerings, while fitting with the supplier’s ability
and cost to deliver that package of goods and services.

Material substitution opportunities: Every company — every product

— has competition (this is especially true in the world of chemical and
plastics). If caustic prices get too high compared to those for soda ash,
some customers (for some applications) will switch. If one engineering
resin gets too expensive, another an alloy or a natural material may take
its place. In the last two years, as feedstock price have risen rapidly, some
products have priced themselves out of their applications and suffered
volume erosion. Others suffered the same fate as not-in-kind competitors
introduced alternative materials with comparable performance or
properties.

For most specialty and performance chemicals, as well as for most resins
and other materials, functional equivalents do exist and must be explicitly



considered in the development of pricing strategy. Since, by definition,
these materials are different, their costs and prices may well move
differently over time, so it is not enough to perform this analysis once and
then assume the results are valid forever.

This caveat might be most important when positioning a new product for
launch. As the exhibit below shows, the volume for the proposed new
product is highly sensitive to its price (that is, certain large applications are
out of the question at higher price levels). Asis typical for many materials
and intermediates, the “elasticity curve” is lumpy and only approximate
—more a step function than a curve. This has significant implications for
strategic pricing: The product should be priced toward the high end of
each step, since no additional volume applications open up until the next
lower price step.

What is value? That’s in the eyes of the
beholder, as they say.

According to a recent benchmarking study, this knowledge of what
a customer values is one of the distinguishing characteristics of high
performance companies:

High performance companies make important distinctions between
the requirements of various market segments, allowing them to focus
on customer issues that can result in additional sales ... [They're]
particularly adept at defining market segments, identifying market
drivers, [and] defining their competitive positions ... Nearly 70% have
well documented plans to increase business with [their most valuable
customers].®
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The value a customer gives a product can reflect need, use, or other
preferences.®

To price by need, the producer must discover what a customer (or
customer segment) considers important (such as pre- and post-sale support
or a product’s specific performance); create an offering that addresses

the need; and then price the product according to the customer’s value
assessment metrics. The greater the need, the more the customer is
generally willing to pay.

To price by use or application, the producer begins with an understanding
of the customer’s desired outcomes. The more urgent or sensitive the
outcome, the more the customer should be willing to pay. For example,
when a product is used in a hazardous environment it can command

a higher price than when it is used in a non-hazardous environment.

In practice, this simple concept is often complicated by issues of price
transparency and market channels that may make such price discrimination

Keep an eye on competitors

Deloitte Consulting recently worked with a company
that was effectively raising its prices and enforcing its
pricing discipline within the organization. But, volume
was not growing; In fact, volume was actually shrinking
1.5% per year in a market that was growing 3% per
year. Why?

A “blind” survey of customers and former customers
showed that most of the volume erosion was within the
company'’s control; specifically, because management
was not keeping track of the value being offered by
competitors, both in-kind (direct) and not in-kind
(material substitution). Once the company understood
the cause of the erosion, it repositioned certain
segments to realign value and price.

Volume and Revenue (2000 - 2005)
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difficult. In those cases, a good solution might “tier” product performance
to minimize spillover effects; classic examples include certifications or
quality/purity levels.

Pricing should differ by customer segment, or even by customers within a
segment. (Note: just because two customers are in the same industry — say,
automotive or pharmaceutical — they don’t necessarily share the same
values. Moreover, two customers from two different industries might have
a lot more in common than two from the same.)

Without value pricing, the risk is high that a chemical company will over-
serve or under-serve a customer. For either mistake, the penalty is the
same: loss of margin.

What else can you do to improve revenue and margin without killing
growth?

With all the facts, you can drive growth with profitable customers. By
shifting the center of gravity of your business — to higher margin, more
attractive customers, segments, and product offerings — you can boost
both the top and bottom lines, without the need for expansion capital or
risking business erosion. In commodity segments (where there’s not much
market value beyond price and very little perceived differences among
competitors), you can “cherry pick” customers and not waste time and
resources trying to win low-margin business.

Pricing implies value; execution makes all
the difference.

Of course, the task of optimizing prices is continuous. All kinds of
pressures — from shifts in an individual customer’s strategy to trends

in the global marketplace or environmental - require the nearly
constant refinement of the pricing strategy. More under your control is
performance; the implied value must be delivered, or the customer will
force a price concession.

Everyone in the organization — but especially sales — has to understand and
adhere to the value pricing strategy. A few questions come to mind: How
do you prepare and support the sales force to execute? How do you guard
against blurring the distinction between segment offerings, potentially
confusing both the marketplace and your own organization? How do you
align the rest of the organization around a philosophy of value instead

of a philosophy of volume? Accomplishing this may not be easy, but its
rewards are both significant and lasting.

As one chemical industry leader commented after having made this
journey: “This isn't just a quick fix with benefits that fade. It's a way
to fundamentally change the way your people think and the way your
company does business to be more profitable.””
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